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VII. THE IMPAIRMENT TEST 

(63) As with any guiding standard that is to have substantial discerning capabilities, the 
impairment standard we identify requires an accompanying practical test or sets of t e s t s  that 
can bc  readily applied to determine-with sufficient granularity-when a requesting CLEC 
is, in fact, impaired without the provision of unbundled access m a particular element. In 
that spirit, it is important to note at the outset that every rest that satisfies the standards of 
adminisrntivc feasibility for the Commission will necessarily crate the pssibjlity of error 
costs associated with “false positives” and “false negatives.” Specifically, any test, short of a 
full-blown, market-by-market inquiry of the nuanced barriers that exist in that specific 

geographic market and corresponding detailed analysis of the prospects for the lessening of 
competition that may result from the failure to provide UNE access will run the risk that 
“impairment” is found when, in fact, the truth (as judged with perfect information against 
the impairment standard) is “non-impairment.” Similarly. any administratively feasible test 

also runs some risk of a fmding of “non-impairment” when the truth is “impairment:’ In 
this section, then, we discuss the process by &ch one may logically proceed from the 
impairment standard outlined above to an impairment test in such a way that thc 
Commission can be as confident as possible that its impairment test is both administrativdy 
feasible and minimizes unavoidable error costs. 

The error costs associated with an impairment test arc not symmetric. spedfidy,  the costs 
associated with establishing an impairment test with high false reading5 of non-impairment 
(when, in truth, impairment exists) are asymmemcdy higher than the error costs associated 
with false readings of impairment when “non-impairment” exists. If a fmding of non- 
impairment is made when in fact a CLEC is impaired, then competition will not occur, with 
the attendant higher prices and reduced service for customers O n  the other hand, if P 
finding of impairment is made when in fact the CLEC is not impaid, all that happm is 
that thc CLEC can compete using either UNEs or its own facilities. The CLEC still has to 

pay the cost of the UNE it purchases, so the ILEC is unharmed. Indeed, given the choice 

bemeen losing a customcr to a CLEC with its own facilities or losing the customer to a 

CLEC that buys UNEs from the ILEC, the ILEC should prefer the latter. 

(64) 
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(65) The process of d e t e d n g  whether impairment exists, then, involvcs a fact-specific and 
data intensive inquiry into the issue of whether, absent the provision of the dement, new 
enay into local exchange markets is retarded or impaired. A well-established body of 
economic thought can formnatcly, guide the basic approach to this exercise on the subject 
of barriers to entry and harriers to expansion and their associated competitive consequences. 
Specifically, whue economic and operational barricrs to entry and expansion for new 
entrants in specific local exchange markets arc formidable and where the impact of denial of 
a requested clement may SubstantiaUy be to hhrm competition, then a finding of impakment 
is warranted. 

In that regard, there arc two basic approaches to determining the st[mgth of barriers to 

entry. Specifically, the economic litaatute has identified a number of underlying sauctucal 
and behavioral determinants of both the presence and height of barriers to e n q  hto a 
market. These dererminants indude, in& a h ,  consideration of the extent of sunk costs, 
economies of scale. fist-mover advantages and absolute cost advantages of incumbents in 
the market.” TheTRO gives appropriate attention to these barriers and the USTA I1 WWt 

decision found nothing critical to say about this focus. The second approach is to petform a 

detded assessment of the actual lcvd of enay h t o  a market. In certain d t c m s ~ C e s ,  
discussed below, the level of e n q  may be sufficiently high and sufficiently informative 
about prospective entry that one may conclude that the m@mde of e n q  bamm is lm.  

~ ~~ ~~ ~ 

~ ~ ~~~ . 

(66) 

(67) The TRO spedfid a two-step process that encapsulates both approaches to the assessment 
of the presence of barriers to entry Specificdy, the Commission &ed the presence and 
magnitude of economic and opent iod  barriers to entry and concluded that entrants were 
in general impaired in thcir ability to s c m  local exchange markets Givcn the lvgc numba 
of markets involved when using the propa mute-spedfic market definition, and the USTA 
I1 COUR’S finding that a granular determination cannot be delegated to the states under the 
1996 Telecommunications Act,76 the Commission must turn to a second approach which is 
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administratively ICSS unwieldy to determine whether CLECs are impaired on a route-specific 
basis. 

To make this route-spcdfic determination, the Commission adopted in the TRO a so-called 
“triggers test,” which simply assesses the magnitude of existing competitors’ encry. If the 
magnitude of encry is sufficiently robust and unequivocal in the triggers analysis. then the 

more dctsiled, complete assessment of the magnimde of entry barriers can be avoided. The 
Commission can approach the task of finding exceptions m nationwide impairment in a 
number of ways. It is critical, however, that whatever method it adopts takes account of the 
entry barriers facing CLEC entrants in the transport market As M discuss bdow, there are 
significant economies of scope and scale in dedicated rmnsport markets, and evidence of 
possible competition is not the same as evidence that the CLECs can overcome the barriers 
to e n q .  Therefore, in the absence of unambiguous information about the presence of 
actual competitors, the Commission must rely on proxies or surrogates that correspond to 
the size of the market and the barriers to enuy faced by the CLECs. In the state 

proceedings under the lX0, the U C s  proposed counting paired fiber-based collocations as 

one such proxy. In this Declaration, we discuss how this approach would need to be refined 
if it were to be used as the proxy ?he Commission should compare rhis approach to other 
methods proposed by the parties, and select the method that corresponds as dosely as 

possible to the underlying smcmurr of the individual markets as possiblr 

The Commission’s findings in the TRO with respect to impairment of DS-I, DS3, and d a h  
fiber loops and transport are generally sound. And indeed, additional considerations from 
state proceedings, from the interview pnxess,” and from publicly a d a b k  data SOUICCS 

continue to support the Commission’s findings. Nevertheless, before the Commission could 
use the Vigger conditions established in the TRO, it is necessary to makc some modificndons 
to those conditions We will explain the rationale for these modifications and ab0 discuss 

how they conform to the impairment standard we are propo&g We emphasize, hoarwer, 
that this method of assessing actual entry may not be the only or even the best method. We 

(68) 

(69) 

chc Commission. 

For drir sccnon. ow inrcmews includcd WEC personnel who a responsible for network cnginaring for 
rheir respalive cmn* 
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present a detailed analysis of the Commission’s trigger test here only because it is the one 
most developed in the proceedings at the Commission and in the states. As we receive 
additional proposals by other parties, wc will pnalyze them for conformance with our 
proposed impairment standard.” 

VIl.1. Loops 

(70) As a general matter, the record in che TRO proceeding demonstrates that CLECs have 
limited presence in the high capacity loop market.” The CLECs have plant installed to only 

a small fraction of the nearly three million commercial buildings in the United States. 
Indced, the TRO =ports that data from both the ILECS and the CLECs shows that between 
95 and 97 pcment of the nation’s commercial offce buildings are not being served by my 

competitor-owned fiber loopsm For example, AT&T has stated that it has only 6,000 

buildings connected to its local network via its own local loops-ody about one half of one 

percent of the total buildings nationwide. This lcvel of “sdf-deployment“ however, c e d y  
overstates the competitive capacity of such fadlities because these statistics ignore the fan 
that CLECs often only have ‘‘fiber to the floor” arrangements. which prevents them from 
serving additional customers in the building without significant additional expense for 
multiplexers and cross connects” Consequently, the competitive footpMt that has emerged 
since 1996 and its prospects for expansion in the near term are largely reliant on the 

presence and availability of unbundled loop access Indeed, there are a variety of economic 
and operational barriers that, in the absence of UNE-based access to dcdicatzd loops will 
create the vety real prospect of lessening competition. This lessened competition, in nun, 
creates the real prospect of a variety of deleterious consequences including reduced 
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customer choice, higher prices, rcduced competitive prcssure on ILECs to reduce costs, and 
kss pressure for innovation and new services 

p1) As the Commission found, there are substantial costs in laying fiber to a building, indudmg 
the cost of the cable and conduit, as well as the cost of digging the trench to contain the 
conduit“ According to esdmates cited in the TRO, trenching for conduit, which most 
business loops would require, costs from $17 to $30 per foot in suburban areas and from 

$70 to $100 per foot in urban arcas,”wMe connccdng a building to an &sting anspor t  
network, including the f h r  a d  the necessary elecrronics, averages about $2S0,000.M 

Because of these high s u n k  costs and significant scale economies, any C ~ ~ C K  inscnlling a 
fiber loop will be likely to lay fiber of sufficient size to meet expected demand, since it is 
more cconomicd to “warchouse” spare capadty (or “dark fiber") than to dig up the street 
again later to add capacity. Since the ILECs have already laid fiber to most if not all of the 
commercial buildings in thc United States, they have both sunk cost and hnt-mover 
advantages over any CLFL attempting to cntcr the market for dark fiber loops. 

(72) In light of these facts, the Commission in the TRO made a sensibk.mtionaride fioding of 
impairment with respect to dark fiber loops Installing a dark fiber loop into a building 
requires significant investment in the S ~ K U C N ~ ~  requited to get the loop into the build@ For 
a 500-foot loop in an urban area, the minimum costs of trenching U ~ C K  WorldCom’s 
estimatc would be $35,000, without considering the costs of the fibcr cable itself or the 
expense for obtaining the right of MY, let alone thc costs of the cross comccts and 

multiplexers that would be required to actually provision a loop. 

I 

(73) Comparing the revenue opportunity for DS-1 and DS-3 loops to the high sunk costs of 
laying fiber, the Commission also found similar impairment in the p d o n  of DS-I and 
DS-3 loops. However, recognizing that (1) the m n u c  oppomnides for OCn loops were 
much higher than for DS-I and DS-3 loops; (2) that OCn I d  customers were more willing 

40 



REDACTEMOR PUBLIC INSPECTION 

often unable to gain access throughout the building, unlike the access typically given to 
ILECs, who bring their loops to a tdccommunications doset or other common space in a 

building, and from there access customers throughout the building via user  cable. Building 
owners are often reluctant to dow additional carriers similar access to the building, 
effectively precluding competing carriers from being able to add additional customers within 
the building 
providc loops to all  customers within the building in a short time frame. Without access to 

the ILECs’ loops at UNE pdces, the CLECs will not be able to overcome the ILECs’ fmt 
mover advantage in a timely manner, which will tend to reduce competition 

This fust-mover advantage of the ILECs’ means that they can 

p7) In light of the genetally sound analysis and overwhelming unpidd evidence presented in 
the TRO regarding loop impairment, a straightfonvard proxy t a t  (Uter) for loop 
impairment can be stated as follows: 

OCn: Noimpairment. 

DS3 and DS-I: Nationwide impairment, except where it can be demonstrated that there arc 
facilities owned and operated by at least two CLECs that provide service to similarly situated 
Customers, where “similarly situated customers” is defined as customers in the same buildhg 
who are receiving the same level G.e., DS-1 or DS-3) of service or lower. 

e Dark fiber: Nationwide impairment, except where two or more CLECs have constructed 
fiber to the building in which the customer is located. This is an easier standard to satisfy 
than the one used for DS3 and DS-I, because dark fiber will u s d y  be lensed by a CLEC 
that is planning to light the fiber at an OC-n I d .  A CLEC pknning to light dark fiber and 
serve a customer with OC-n l d  setvice in a particulat buildingarill most likely be able to 

overcome the entry barriers associated with intrabddhg access and cabhg. 
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VII.2. Transport 

p) In the TRO, the Commission required the ILECs to provide a dedicated aansport network 
element, which was defined to be transmission facilities between XEC sw$ches or wire 
centers. D u e  to the substantial barriers to enmy in the provision of this tnmsport, p.imarily 
the high fixed and sunk costs of placing Gber.88 the Commission found that CLECs were 
impaircd on a nationwide basis without access to dark fiber, DS-3 (im groups less than 12). 

and DS-1 transport However, the Commission also allowed the ILECs to make a showing 
in proceedings at the state commissions that these barriers to entry could be overcome on a 

route-specific basis, separately for each of these levels of transport, by demonstrating there 
were sufficient wholesale or self-provisioning providers of transport to overcome that 
nationwide fmding These uiggcrs were established with different thresholds requimd for 
wholesale and self- providing CLECs. These requirements arc summarized in the table 
bdour. 

.. .~ ~~ 
~~ ~ 
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Table 3: Summary of Current Self-Provirlonlnp and Wholesale Trlggen 

,If provlsloning IA 3 or mom 
operationally ready . Facilities termhate 
at each end of Um 
route at a dlocation 
arrangement at the 
IEC premises 

! or more 
, Operafmaily ready 

Willing to provide 
immediately on a 
widely available 
basis 

Requesting C a r b S  
can obtain a-ss 
through a mss- 
m n e d  

2 or mom 
Same 8s DS-1 

3 or mom 
Deployed own fiber 
or obtained on long 
t e n  lease . Fadlities terminate 
at each end d the  
route at a collDcation 
amngernent at the 
ILEC P d -  

2 or mom 
Same as D S 1  and 
DS3 

pg) From an economic standpoint. the Commission's impairment determinations on dedicated 
transport in the TRO are consistent with the t a t  proposed in this Dalaiation. The costs of 
deploying the fiber and S ~ I U C N ~ C  used in the provision of transport are substantid, and both 
fixed and sunk F e e  costs are detailed in the discussion rqm on fiber loops, whose 
construction costs arc similar on a per mile basis to the cost of a fiber I&J No carna is 

likely to deploy such facilities, especially in response to demand for a limited number of DS- 
1s or DS-3s, without the prospect of fiuing that f a d $  Indeed, d of the U E C s  we 

interviewed indicated that a fiber build today requirts a sufficient volume of cis* 

business or a firm commitment from future customers, t y p i d y  for at least a one-Far tam,  
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to a level of service that will ensure the investment will pay off. The 1LEC.s have already 
deployed thcir fiber, and thus have a fmst-mover advantage, as wdl as not facing the up-front 
s u n k  costs that the CLECs must bear to build any transport link.s Therefore, the most 
compdhng first step in proving non-impairment is the presence of abundant exiiting 

competitive fiber-based transport between two end-points in a network. 

In the state proceedings under the TRO, the ILECs attempted m overcome the nationwide 
finding by identifymg office pain that contained fiber-based collocations with the same 
CLEC in both offices. They then claimed chat, absent specific evidence from the CLEC in 
question, that virtually all of the CLECs with the collocations wen able to provide dark 
fiber, DS-3, and DS-1 transport on a wholesale basis. Hence, the ILECs argued that on 
routes where then wen two U E C s  with fiber collocations in the same two central offices 
(COS) all of the triggers were met 

These ILEC attempts to demonstrate non-impairment in the state proceedings under the 
TRO were nor based on any showing that the CLECs were offering the specific level-DS-1 
or DS-3- of service on a wholesale basis, on the specifrc route in question. Rather, the 
I m C s  made a leap of faith by ignoring or assuming away the costs associated with two 

cruc~al stages in constructing transport networks and making them operationally ready for 
wholesale business.w Fmt, the ILECs assumed that if P CLEC was collwaad at two 

separate ILEC central offices, then it was actively providing, or instantly capable of 
providing, circuits C O M C C ~ ~ ~ ~  these two offices Second, the ILECs assumed that if a CLEC 
engaged in wholesaling any services and was also self-providing capacity on any annspofl 
route, then it should be counted as a wholesale provider on this route. Neither of these 
assumptions is correct, and as we now discuss, a truly workable and me&@ hplirment 

(80) 

(81) 

89 In nddi60~ the ILECs hpve already received subsanlipl pddng flcubiliry lor thcu 
Thus, thcy PR well able m respond to any canpeddve off+ from orha Cpnien. 

Ibis argunmnt is inmnairrmr with the Commission's findiog that thm M subsontinl cosn m pmvisioning 
DS3 and DSI wansport that rsnda it yneconomic fm cudcn m self-deploy. AI the DS-3 M, tfr 
Commisrion noted that sulc economics made it Unwrg lhrt cydera could pmvirion at the DS3 M. (see 
TRO 7386.) At the DSI kvel. the CMI&&I cortccdy n o d  rhuc M subsmtial ddidonal can m 
providing DSI service, such as additional multiplexers md ta&office systems to h a d e  ode% 
provisioning nnd b i i .  

Accru scmce6. 

sn 
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nal barriers to entry associated with (1) provisioning 
and operating fiber-optic networks to make them capable of carrying traffic bmuecn taio 
ILEC central offices and (2) wholesaling capacity at different levels to another CLEC. 

V11.2.1. Transport cost structure and economics 

(82) Transport nenvorks consist of fiber rings, optical multiplexing equipment, elccaicnl 

multiplcxhg equipment, patch pulcls, and cmss-connect wires and cables A schematic 
diagram of a hypothetical CLEC‘s transport network is s h m  below. Th e  diagram shows 
the CLEC‘s equipment in the collocation space at ILEC Central Office #I and 
corresponding equipment in the collocation space at ILEC Central Office #2 The CLEC’s 
point of presence (POP) is also shown with the equipment necessary to light the fiber and 
establish cross-connections and multiplexing. The diagram also induda a box marking the 
POP of a second CLEC [labeled as “CLEC-BW’I &at is the potential customcr of the 

first CLEC. 
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Figure 2: Network diagram far dedicated transport 

ILEC C.O. 11) . .  

CLEC POP 

I c 

ILEC C.O. (2) 

(83) Our analysis of these incremental entry barriers sfarts with the assumption that the CLEC's 
collocation in Gntral Offices #1 and #2 arc properly idensod. It is important to recognize, 
however, that most CLECs that deploy fiber to a collocation space are not using the Gber to 

carry traffic between multiple ILEC central ofGcesw Rather, the typid CLEC wiU build 
fiber to a CO in order to transprr its own end-users' circuits (and any switched access 
traffic) back to its FQOP. Moreover, many CLECs do not connect all of their collocations to 

their POP on a single fiber ring" Rather, as shown in our diagram, the two collocations in 
our hypothetical route are connected to tbc CLEC POP on Mo different Gber dngs. 

In order to provide dedicated uansport on the route between Central Office #1 and C e n d  

Office #2, the CLEC must cmss-connect dtcuio from the two Gber rings. This will r q u k  
the CLEC ro install P new aoss-connect if there is not one already in place. In addition, it 
\uill require the CLEC to augment any existing multiplexers or add additional ones. It is 

(84) 

')I See, c.8.. Declamdon of Mike Duke on behalf If KMC T&com Holdmgs, Inc. filed in h i s  docket, at715 

"Id. 
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important to realize that there arc economies of scale associated with much of this 
equipment, and hence the CLEC will not provide dedicated transport on this mute unless it 
has a reasonable expectation of achieving sufficient scale in a short time frame. This mans 
that there are barriers to entry in serving this market, and it is not reasondble for the 
Commission to assume away these bamcrs and treat the existence of a fiber-based 
collocating CLEC at each end of a transport mute as outright evidence of non-impairment. 

Even if a CLEC overcomes these initial bvriers to entry and mns up capacity on a 

particular route, this does not mean it is capable of providing wholesale service on a 

competitive basis with the ILEC‘s offering. We must keep in mind that if the potential 
wholesalers face cost disadvantages relative to the ILEC, then there will be a lessening of 
competition in the downstream markets in the event that UNE transport were unavailable 
This would satisfy our definition of impairment 

There are a number of sources for the entry barriers and cost disadvantages faced by 
potential wholesatrs. We will demonstrate the significance of these cost disadvantages, 
which are greatest at the beginning and end of the mute traversed when dedicated transport 
is sold on a wholesale basis by one CLEC to another. The first link on the mute is the cross 
connection between the end-user‘s loop and the wholesaling-CLECs collocation S ~ B C C  E m  
though the CLEC will already have cross-connections in place for its own traffic, it will need 
to add cross-connection capacity to handle other CLECs’ business. There are also costs 
associated with augmenting an existing collocation to handle the p ~ e f  and s p  

requirements of additional circuit equipment Both categories of cwt reqUire Si&fiCmt Up- 
front expendituies by the potend wholesaler, which create scale economies with respcct to 
this important cost element in the process of wholesaling capacity.” Therefore, unless the 

expected demand for capacity is great enough to offset scale diseconomies, the pomdal 
wholesaler will not become an acmd wholesaler. 

(85) 

(86) 

e3 For caunple, in Puu~rylvnain. New J a q  and V i  Vcrkon ch.rgcs a $7$00 ap~caIi00 k 10 augmcat a 
coUmdon mar~gemenr, in addidon io  a $1.095.88 one-& fec IO augmeni thc &urn apnce. Sec PA PUC 
Tariff No. 18, p. 55, BPU NJ Tadff No. 4, p. 55, nod XC VA Thff No. 218, p. 55. In New Yo* Vedron 
Jro ~IMSSCS a SI ,334 non--~dng chnrge fa q n m x m g  -r. See px No. 18, p. 27. 
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These costs constitute barriers to entry that the CLEC must surmount prior to wholesnling 

interoffice capacity at a particular bandwidth or to an individual CLEC. It is appropriate to 

regard these costs as barriers to entry because they involve sunk costs, are subject to 

economies of scale, and to some degree are costs that the ILEC does not incur, (cg., 

collocation and cross-connections to the loop network.). 

The last hnk m the circuit is to connect th is  dedicated capacity to the Buying-CLEC. It 
important to keep in mind that this CLEcsdunand foriaudic:.dcdicatcd unnspon is 
actually a derived demand for uansport between the ILEC's central offices and its own POP. 
There are two possible ways for the wholesaling CLEC to make th is  connection with the 
Buying-CLEC. Fins the wholesaling CLEC could connect to the Buyhg-CLEC's entrance 

fadlidw at Central Office #2. Second, the wholesaling CLEC could connect directly from its 
POP to the Buying-CLEC's POP. In either case, there are large costs associated with 
establishing this Link. 

The h t  scenario of a handoff at Wire Center #2 has several problems. Certainly if the 
Buying-CLEC is not collocnted at that Wire Center, the wholesaling CLEC may not be 
allowed to connect to the Buying-CLEC's entrance facilities. And even if the Buying-CLEC 
is collocated, the costs involved in estlblishing cross-connections between the wholesaler 
and the buyer will be burdened with diseconomies of scale and sunk cost. T h e  second 
scenario, which involves a dedicated fib- link connecting the two CLECS, will not be cost- 

effective, unless there is a need for substantial capacity on this dixect link. Based on 
discussions with CLEO, M have learned that smaller and mid-sized CLECs interconnect 
with few CLEC transport providers. This is due to the large economies associated with 
connecting two nerwocks togetha. The scale economics arc especially pronounced at s d  
lmls  of demand. One CLEC will not be able to purchase trnnspon at low capaav levels 
from another CLEC without incurring a substantial cost p e d t y  nssoaated with era@ and 
operating an interconnection uunk between the two CLECs 

(90) T h e  conclusion we draw from this analysis is that the existence of a CLeC with fiber-based 

collocations at both ends of a transport route docs not guamntec this CLEC is now or a n  
become an efficient provider of wholesale transport service to other CLECs. Therefore, a 

simple trigga approach that relies on the presumption of a wholesale market should not 
satisfy the impairment standard we discussed in Section N. We d now discuss our 
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(93) Evidence of a given number of CLECs with fiber collocations on each end of a route 
(“paired collocations”) is an indication that competition may exist at a DS-3 levd or for dark 
fiber on this route. As we saw in the state proceedings, however, this is not the same as 

evidence that competition actually &St8 on the rouk9’ As we discussed in the previous 
section, there are many barriers to competition that a CLEC must sdll overcome, prior to its 
entry into the wholesaling of DS-3 capacity or dark fiber on a pudculm route. Therefore, it 
may be possible to use a benchmark number of possible competitors, as indicated by the 
count of  fiber based collocated carriers on a route, that would be reasonably equivalent (ii 
an expected-value sense) to the desire benchmark number of “actual competitors” used in 

the TRO. 

Logically, the possible-competitor benchmark should exceed the number used-thme-for 
self-provisioned firms used in the TRO. The reason is that self-provisioned firms must have 
already made the investment necessary to connect the two end-pints of the circuit to be 
counted as actual, self-providers. By contrast, CLECS with paired fiber coUocations most 
likely have not made that investment. It is reasonable to deduct at least some of the possible- 
competitor firms to account for the fact that some of these firms wiU not wnnect to the 
two ends, at any capadty level. In addition, we believe that the Commission underestimated 
the costs faced by a self-provider considering entering the wholesale muket. 

All of these factors suggest that not d CLECs who have collocations in a p& of ILEc 
COS will be able to overcome the barriers to enay to providingwholcsale Jcrvice. Thus, to 

have the “expected value” of wholesale CLEC providers on a route to be o ~ q  u the 
Commission found sufficient in the TRO, the number of CLECs who have collocations in 
the two offices that define a route should be greater than two. If the ILECs choose to ElY 
on only this evidence of wholesaling, there should be more than two CLECs quircd with 
collocations in the two offices. This will mike it mom likg that there are at least three 
CLECs that ate actually providing service, or wo who ax likely to become wholesale 
providers on the route. 

(94) 

(95) 
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(96) However, the Commission should note even the presence of three competitors in a market 
may be insuffiaent to ensure a competitive outcome. For example. the 
which ourline the enforcement policy of the Department of Justice and Federal Trade 
Commission concerning horizontal acquisitions and mergers, tends to consider a market to 
be “highly concentrated” when the n u m b  of competitors of the same sizc is roughly six or 
less. While data recently published by the cnforcemcnt agencies suggwt the &&-to standard 
may be somewhat less sttingent than the one promulgated in the Guidelines, from these data 
it appears reasonable to conclude that antitrust enforcers iuc concerncd with m u g m  that 

. .  

~ -rC$tKe&e number of significant competitors bdow five and certainly four. 

07) Thus, in order to promote transparency in merger enforccmcnt, the Fcdenl Trade 
Commission staff recently reviewed and published data regarding its horizontal merger 
investigations during fiscal years 1996-2003.w The staff tabulated information on market 
~tructure as it relater to the Commission’s decision whetficr or not to seek relief in the 
specific markets investigated. For example, the FTC compiled data on whether it sought 
relief or dosed an investigation depending on the number of significant competitors before 

analysis. These data suggest that mergers that reduce the number of significvlt competitors 
from five to four, and certainly from four to three, are likely to receive an antitrust &all* 

For example, of the 573 markets investigated, 52 involved mergers that would reduce the 
number of competitors from five to four. Of these 52 ma&& there were 32 enforcement 
actions (62 percent of the total). Another 134 markets involved mergers that would reduce 
the number of competitors from four to three. Of thue 134 markets. there were 102 
enforcement actions (76 percent of the total). Thus, requiring the presence of only three 
carriers on a route would be a c o n s m ~ e l y  low threshold for indicating knpakment. 

and after the proposed merger. Data for 573 relevant markets were used in &e PTC’s 
l 
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V11.2.3. lmpalrment exists natlonwlde for D e l  transport 

(98) The Commission recognized in the TRO that CLECs are impaired without access to DS-1 
capacity transport.” This determination was made “based on the high entry barriers 
assodated with deploying or obtaining transport used to serve datively few end-user 
customers” and record evidence that competing carriers cannot self-provide DS-1 
transport.% Howevcr, the Commission also stated that DS-1 hnspott is not generally made 
available on a wholesale basis.” 

(99) Based on our knowledge of the marketplace, we bdievc that this assessment by the 
Commission of the situation in wholesale markers mains valid today. Ourintcmicws vith 
CLECs reveal that few offer DS-1 on a wholesale basis and few CLECs purchase DS-1 
capacity from other CLECs. In this section, we will discuss the reasons why the wholcsde 
DS-1 market has not developed, and is unlikely to develop in the near term. 

v11.2.4. Cost of provlding DS-1 capacity between two ILEC 
central offices 

(100) A CLEC that is currently collocated and interconnected with the ILEC at a DS-3 level has 

the potential of also interconnecting at a DS-1 level. As discussed above, the CLECs are 
impaired without access to DS-3 transport, so there is nll the more m o n  to believe thpr 
they will also be impaired without access to DS-I, In addition, even if the C E C s  arc not 
impaired without access to DS-3 transport, there are substantial ndditiod costs assodnted 
with effecting interconnection at the DS-1 lcvcl. These costs correspond to the two 
categories of cost discussed earlier in the context of the impdrment standard for DS-3 
ansport:  costs related to “first link” beovecn the end-usds loop and the whnlesaling 
CLEC‘s collocation; and costs related to the “last W between the wholesaling CLEC and 
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the buying CLEC. These entry barriers are even larger in the DS-1 market cornpad to DS- 
3 market 

(101) To provide DS-1 service, the CLEC must install an M1/3 multiplexer and associated moss 

connection frames and power supply. The cost of an M1/3 multiplexer is approximately 
$2000; the cost of frames and power supplies would incrclse this even furtbe Thc CLEC 
would incur a large cost-penalty relative to the LEK on this equipment done, if it could 
only spread its cost across a small handful of DS-1 orders. The fees paid to the ILECs for 
cross connection are also substantial and exhibit significant scale economies. 

Because of the substantial recurring charges for these cross connections, it arould be 
inefficient for the CLEC to “order in bulk” well in advance of demand, because it would 
have to pay the recurring rates for the circuits it did not USL The ILECS. of course, do not 
face these costs. The mult of this process is that the cost suuctu~e of the h t  link of a DS- 
1 transport for the CLEC will demonstrate significant scale economies. 

The costs associated with the “fmal W” connecting the wholesaling CJXC to the buying 
CLEC was covered in Section VII.2.1. There are significant economies of scale associated 
with this cost clement, and without question this will create a substantial cost penalty for 
CLEC wholesale of DS-1s relative to the ILEC. In addition, there are costs associated with 
developing compatible ordering and provisioning systems, which were mentioned by some 
CLECs as a significant cost factor. 

Based on discussions with CLECs, we have learned that smaller and mid-sized CLECs 

interconnect with few W E C  transport providers. This confirms our own analysis of the 
economic barriers to e n q  in the market for wholesaling DS-1 transport Therefore, M 

would expect that with the possible exception of some extremely high capacity trnnspoft 

markets (e.&, Manhattan), the CLECs will not be able m obtain DS-1 transport on a 
competitive basis. And if the IL.ECs are not required to pmvide DS-1 UNES, the CLECS 

lose their ability to compete in the large and vital retail markets that rely on DS-I. 

. ~~ ~ . ~ .  . 

(102) 

(103) 

(104) 
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V11.2.5. Proposed lrnpalrment test for DS-1 

(105) We propox that the Commission rcconfum its previous finding of nationwide impairment 
for dedicated transport at the DS-1 1 4 .  There should be a presumption of impairment for 
DS-1 transport on all routes, which can only be overcome if there is dear evidence that two 
or more carriers (unaftiliated with the ILEC) are prcscntly providing wholesale DS-1 service 
on the routc. This evidence should be limited to the certification by the CLECs thcmselves 
that they are currently offering DS-1 transport on a wholesale basis along the speafic route. 
It is reasonable to rely on self certification, because the CLECs that are in the wholesale 
business would prefer to have the UNE delisted, which m y  stimulate their business 
prospects. This would be fully consistent with the Commission's previous ruling, and would 
also dadfy what evidence could be relied upon to demonstrate that ohen was actual 

competition in the market 

In conmst to the situation for DS3 or higher transpoG we belicvc that the mere presence 
of CLECs with fiber-based collocations at both ends of an interoffice ttansport route is not 
probative of the availability of competing alternatives to the CLEC for DSI capacity 
transport. Evcn a CLEC with interoffice capacity faces significant additional costs to cntcr 
the wholcsale market for DS-1 transporL These costs constitute barria to cnay that the 
CLEC must surmount prior to wholesaling interoffice capacicy at a particular bandwidth or 
to an individual CLEC. It is appropriate to regard these cosa as barriers to enfry because 
they involve sunk costs, are subject to economies of scale+ and to some degree are cos= that 
the ILEC docs not incur (c.g., cross-connections to the loop nctarork). There is no threshold 
number of fiber-based collocating CLECs that can be used as a proxy or substitute to 

predict when these barricrs can be overcome. Thereforc, we bdievc that the only m y  for the 

presumption of impairment to be removed is if them is suftiaent acnul competition at the 

DS-I 1 4  along a particular transport route 

(106) 

' 
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VIII. THE IMPAIRMENT TEST AND SPECIAL 
ACCESS 

(107) As described in Section V.3 above, the proposed refinement to the Commission's 
impairment standard is sufficiently robust to accommodate the "sped access panda." In 
this section, we d d b c  why it is that while dependence on specid access availability (as 
opposed to unbundled network dements) m y  nor presently "lessen competition" and, 
hence under the strict terms of Section 252 (d) (2) of the Act impair wireless, the opposite is 
certainly true for wireline carriers. Specifically, two important market characteristics give rise 
to different factual conclusions. First, the market for wireless services has been incredibly 
dynamic Demand growth has been staggering and n o d  pricing features and phns have, 
with the opening of PCS spectrum, addcd to an already frenetic level of market activity'" 
Second, within this dynamic environment, it is important to recognize that while non-ILEC 
wireless companies face a cost disadvantage (rclativc to ILEC wirelcss carriers) as a result of 
facing special access rates rather than TEWC-based costs, wireless carrim' costs of 
dedicated transport is a only a small share of the typical wircless carrier's costs. Indeed, thc 

costs of dedicated loop transport for non-ILEC wireless carrien typically constitute only a 
small percent of the tirm's total costs. For orample, as noted by Richard Gilben, economist 
for the merging parties in the AT&T Wireless and Cingular Wirdcss transaction, s p e d  
access costs wcre less than three percent of AT&T Wireless' total operating costs in 2003.'"' 
The consequence of the dynamic wiretess arena and the low-cost shvcs of dedicated 
transport consequently mean that it is difficult to observc that under currcnt market 
conditions the inability to secure unbundled access at T E W C  rates may have the effcct of 
lessening compeddon Im. IO3 
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(108) In stark contcast to the wireless carriers, h o r n ,  the market for wireline local exchange 
services is growing at only modest levels creating mocc of a “zero-sum-game” environment 
The conscquence is that it is fat more tempting for the ILEC to attempt to maintain its 
market position by posturing to eliminate UNE access, offering higher priced alternative 

services &., spcdal access) and to tbcn engage in a vertical price squeeze The ability to do 
so is accentuated by thc vastly different cost s m ~ c ~  facing these carriers. The cost of 
loops and transport is a substantial portion of the total cost of the service bundles sold to 
business customers. For example, out of thc typical f lW/month nlecommunicndons 
service package purchased by a business and provided on a DS-1, the loop and transport 
portion will cost approximately SZW/month, when purchased under the UNE tariffs. By 
comparison, the same loop and transport SCMCCS purchased under s p e d  access will cost 
approximatdy f550/month.’@ This means that elimination of loop and trpnspott UNES 
would have 8 dcwJtating effect on the CLECs, and prices would incmsc substantially in the 
markets served by the CLEC. 

(109) A reccnt study estimatcd that thc elimination of DS-1 loops and transport service purchased 
under UNE tariffs would lead to price increases in r e d  markets of 25 percent and a 
decrease in consumer welfare of approximately $4.9 billion annudy.’m The study mEasurCS , 
only the loss from the elimination of DS-I UNEs; there would be substantid additional 
losses from the elimination of DS3 UNEs The estimate was generated by an economic 
model utilizing thc “dominant firrn-competitiw fringe” p d k g  modd. The modd 
postulates that the dominant firm maximizes profits, subject to the consm.int created by the 
supply decisions of the compctiuve fringe When thc competitive fdnge is presented with a 
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massive input price increase (not shared by the dominant firm), it will reduce supply, md the 

dominant fum will be able to increase its market share and its price in the retail sector The 
results are robust for any reasonable specification of the model, and are fully condstent +th 
a common sense understanding of the likdy outcome when PU but one firm in a market are 
faced with a massive input price increase. It is difficult to con& of any definition or 
interpretation of the impairment standard that would treat this competitive distortion PI 
conforming with the requirements of the Act 

The ILECs are likely to a p e  that the comparison between UNEs and month-to-month 
special access rates ignores the availability of special access term and volume discounts. We 
believe that the only d i d  comparison is for special access and UNEs purchased under 
similar terms and conditions. UNE prices apply to month-to-month purchases No volume 
or term discounts arc available, so the only apples-to-apples comparison must be to special 
access month-to-month rates. Term and volume commitments come at a cost to the 
purchasers, which cannot be ignored in comparing the two ways of buying loops and 
transport. Customer churn for a competitive industry can be substantial and make term 
plans risky. Volume commitments are also risky and cosdy to CLECs because they restrict 
their abity to shift traffic onto newly built facilities. Furthermore, there is absolutely no 
guarantee that the ILECs will maintain discounts at current levcls, because under the 
Commission’s pricing flexibility d e s ,  the ILECs have the ability to change rates at will. 

One of the greatest dangers associated with eliminating UNEs is that it opens the door to 

the ILECs to engage in strategic behavior that would stymie new facilities builds by the 
CLECs. Therefore, it would be contrary to a fundamental goal of the unbundling regime, 
which is to enable CLECs to reduce the risk associated with building out more facilities, by 
building up a customer base using network dements leased from the ILECs. The ILECs 
have already demonstrated their willingness and ability to engage in anticompetitive pricing 
practices in the special access market, and harm competition In particular, the ILECs have 
institvted exclusionary pridng schemes for special access that restrict the ability of 
customers to obtain services from the ILECs’ competitors. 

Some examples of the ILECs’ cxdusionvy pricing are discount plans that require customers 
to commit for the entire term of the contract to continue purchasing services worth 90 
percent or more of current spending levels from the incumbent. Although described as 

(110) 
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discounts by the ILECs, :se pricing practices are more accurately described as penalties 
that punish customers that attempt to “defect” and shift dunand to competitors Another 

example is a condition in tariffs that require a certain percentage of purchases under the plan 
to be previously provided by a CLEC. Some of the plans actually “pay” the customer to use 

more of the me's specid access 

Exclusionary pricing schemes arc recognized by the economics literature and the Courts us 
potentially dangerous to competitive markets In a seminal article published in 1991, ‘‘Naked 
Exclusion,” Rasmusen, Ramseyer, and Wiley present a model where a monopolist inducw 
enough buyers to sign exclusive contmcts, such that there is insufticient demand a d a b l e  to 

other firms to enable them to enter the rnarkt and operate profitably.’” The exclusion is 
“naked,” meaning that it is “unabashedly” meant to exdude r i d s  and for which there is no 
efficiency justiftcation. 

A recent federal appellate court decision concluded that exclusionary pricing practices in 
markets dominated by u single tirm may violate the antimst laws In W a &  Im. JJ 3M, 324 
F.3d 141 (3d Cir. 2003). the Court of Appeals affirmed the judgment of the district court 

that 3M’s exdusionary conduct could sustain a verdict that 3M violated U.S. antitrust law In 
L P q e .  3M used its dominant market power in the transparent tape market to meet the 
competition that L.cPagc threatened by “exclusionary conduct that consisted of rebate 
programs and cxdusivc dealing arrangements designed to drivc LePage’s and any other 
viable competitor from the transparent tape market.”’M 

It 1s dear from the ILECs’ past behavior in special access markets, that the prims of this SO- 

called alternadve to UNEs are being manipulated to thwart competition, whether the 
competition is in the local transport market or in the r e d  markets that depeod on dedicated 

(1 13) 
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loops and ansport .  Until the interLATA restticdons were lifted from the RBOCs, thcir 

strategy was to deter competition for their intrnLArA toll servics by creating these 
exclusionary pddng schemes. Now that the RBOCs are free to compete in dl lrrnil 

interLATA markets. they will have the incentive and abEty to abusc their conml OVCI 
dubcated loops and transport to harm competitors. Pricing of special acccss will bc a 
powrrful, and under the current Commission rules, largely unregulated, weapon that will be 
used by the ILECs to gah  an unfair and artificial advantage over their rivals. 

T h e  ILECs would be able to put competitors into an immediate price squeeze, if 
competitors could no longer use cost-based UNEs. There is abundvlt proof that special 
access is priced signiGuntly abovc cost, and that neither competition nor regulation 
consulins prices effectively. The fust piece of evidence is the comparison between UNE 
priccs and special access prices for DSl  loop and transport discusd abovc Special access 
prices are uniformly higher than W E  prices across all states. which have set the cost-based 
UNE rates independently. The second piece of evidence is the staggering rates of remrn the 
ILECs arc now earning on special access. In 2003, the earnings averaged 43.7 percent for all 
of the RBOCs'" These earnings have been increasing since pricing fleribilitg was first 
allowed in 1999)9."' The third piece of evidence is that the RBOCs have taken advantage of 
pricing flexibfiv to raise special acccss rates in the geographic areas no longer subject to 
price cnps."' This fact, by itself, proves that the supposed altcrnadvcs to ILEC loop and 
anspor t  are not exerting mu& of a constraint on prices for these services. Given this 
erpericncc over the last several years, it is inconceivable that the ILECS would not akc the 

opportunity created by the elimination of UNEs to put the CLECs into a price sqwne by 
maintaining lowa prices on retail services, as their cornpeatots face a large input C o l t  

increase. 
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special access; 3) a complex and confusing array of use cesaictions and comminghg bans 
make it costly for certain CLECs to use UNEs; 4) special acccss is used in cases whem the 
pnce differences are small (e.& short mileage uansport); and 5) ILECs claim to have no 
facilities adable .  

It is OUI understanding that CLECs that condnue to use special access will daborate on these 
reasons and explain why they use special acccss in their own filings to the Commission. 
What is important to understand from an economic perspective is that conduct and 
performance in the many retail markets where the CLECs depend on ILEC-prded  inputs 
is fragile and vulnerable to anticompetidvc behavior by the ILECs. The fict that somc 
CLECs buy special access instead of UNEs is only a single snapshot of a small part of the 

competitive landscape. All it p r o m  is that some CLECs have either been enticed away from 
UNEs with customized pricing plans or have been compelled to use a high-priced service 

because the ILECs have msed their cost of using UNEs.113 This does not mean that 
competition in the retail markets has not already been lessened by the ILECs’ behavior, or 
that the ILECs could not create even greater competitive distortions if they wee frccd from 
the obligarion to provide UNEr 

The consequence of these considerations. then cksdy suppon a CommiPsion finding that, 
despite the possibility that wireless carriers may be unimplired without UNE access to 
dedicated transport, the wireline CLECs ace, and for the foreseeable future will m a i n ,  

impaired without UNE access to dedicated transport at the DS-I, DS3, and dark fiber lr~ek 
More generally, while the availability of special access is not “irrelevant” to the impinnent 
standard, it does not dtcr the conclusion that wireline carriers remain impaired without 
access to DS-I, DS3, and dark fiber loops and tramport as M have described. 
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IX. THE IMPAIRMENT TEST AND 

(I 22) Another factor to consider in determining whether or not there is impairment is the extent 
to which intermodal alternacivcs, such as wireless (fixed or mobile) and cable, provide 
meaningful substitutes. There are two levels at which such alternatives could be considered 
when evaluating impnirment The first is whether CLECs thcmselves could use such 

alternatives to provide services to thdr customers that otherwise rely on DS-I, DS-3, and 
dark fiber loops and/or transport. 

Secondly, even if CLECs are not able to use these alternatives, under our proposed standard, 
there could be non-impairment if customers themselves are able to procure such services 

directly from providers of wireless or cable service& Recall that our proposed knplirment 
standard indicates that rqucsting carriers are impaired only if the failure to provide the 

requested network dement creates a barrier whose effect may be to nhkdd.b km 
roqctirion. Thus, even if requesting CLEC carriers cannot utilize such alternatives, under our 
proposed standard there would not be impairment if customas themselves could turn to 

such alternatives and the existence of such alternatives provided a “sufficient” check on the 
ILECS. 

The vast majodcy of the CLECs with whom we spoke indicated that wireless (&her fued or 

mobile) docs not provide a viable alternative for them to provide the Services they n o r d y  
provide via DS-I, DS-3, and dark fiber loops and/or ansport”‘ A number of CLECs 

noted that in their marhting seas, wireless providers were simply not available.”5’160thas 
noted that the current tahnology of wireless provision limits the services that can be 
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provided."' While there may be potential for wirdess in the future, the WECs indicated 
this technology is neither suffciently developed nor widely enough available to provide a 
meaningful alternative in the near term. 

Others noted a number of other practical problems with wireless as an alternative. For 
example, one CLEC indicated that it had a small wireless  ILL''^ This carrier indicated it VAS 

evaluating wirdess as a means of augmenting, but not replacing, its DSL services. However, 
given the immaturity of the marketplace for this technology, and its limited pencadon, it 
could not make a subsuntial commitment to this technology for the foreseeable future. That 
is. a substantial commitment to wireless involves sunk costs requiring network redesign, new 
equipmenL and training. It would not be willing to take these risks given the uncertainty that 
there will be significant providers of such services 

There also appear to be a number of practical problems involved in wireless depl~ymcnt."~ 
For example, gaining rooftop rights in commercial office buildings to place antenna 
equipment has proven extremely difficult Also difficult is negotiating rooftop access to 

ILEC Central Offices. Additionally, the technology of fkd wireless communications is 
limited to short haul applications and requires a direct line of sight between the customer 
location and the provider's network. This can limit applicability or reduce quality. F A Y ,  
wireless communications can be affected by precipitation which also has the po tend  to 
reduce qualiy. 

In addition to a general lack of wireless providers, a number of the CLECs with whom we 
spoke expressed skeptiasm that such an alternative would be viable in the foreseeable 
The provision of wireless services requires spectrum, which is a smce resource Mpny 
CLECs questioned whether wireless providers of access senices could obtain such 
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spectrum. Other felt the bankruptcy of the two leading providers of such services, Tcligent 
and Wmstar, indicated wireless provision is not yet i  viable 

With respect to cable, most of the CLECs noted there simply was not a cable alternative 
available to them to serve their enterprise customers that use products that rely on DS-I, 
DS-3, and dark fiber loops and/or transport.’“ Most cable providers arc focused on 
providing residential service. With respect to the enterprise customers on which CLECs use 
DS-1, DS-3, and dark fiber loops and m s p o r t  to provide service, rhereis rarely, if ever, 80 

alternatixc cable progder.’p Further, many CLECs n o d  ~~ ~~ that ~ cable does not generally 
provide the levd of bandwidth that services which utilize DS-I, DS-3, and dark fiber loops 
and or transport require, which also limits their d u e  as substitutes 

In terms of whether customers themselves could turn to cable, similar considerations apply. 
T h e  absence of cable providers in business dismcts prevents the CLECs from using them as 
an alternative wholesalcr. and prevents h a 1  customers from using them as d. Further, the 
bandwidth limitations of cable alternatives also limit the appeal and impact of this mode of 

delivery. It is also noteworthy that a number of the CLECs with whom we spoke indicated 
that to their knowledge, they had never lost a customer to cable.’” 

It is also important m note that in our proposed impairment tests, the goal is m ensure that 

there be at least three competitqrs actually providing the service. If ody the I B c S  and the 

cable companies are able to service customers, this would not be enough providers to meet 
our (arguably lenient) standard for “sufficient” actual competition to demom&atc that 
economic and operational barriers have been overcome. 
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X. CONCLUSION 
(131) The USTA I1 court’s opinion has given the Commission the opportunity to r e h e  and 

improve its impairment standard. It also returns to the Commission the principal 

responsibility of administering the impairment standard. In this report, we have provided, 
what we hope will be both a fresh and useful perspective on how the Commission can r e h e  
its impairment standard, and how the Commission may begin to implement an impairment 
test for DS-I, DS-3 and dark fiber loops and transport. 

The standard we propose retains the laudable traits of the TRO’s standard, and is squarely 
consistent with both sound economic principles and the Tclecommunicadons Act. 
Moreover, it directly resolves thc issues raised by &e USTA 11 court regarding the 
impairment standard. This report also describes and discusses an application of that 
standard that is designed to be both administratively feasible and squarely consistent with the 
standard. 
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